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Much  of  importance  has  been  said  and  written  of  a more  or 
less  contradictory  nature  on  the  subject  of  valuations  of  various 
classes  of  public  utility  properties,  so  that  an  analysis  of  the 
problem  as  affecting  the  investor,  the  public,  the  corporation  and 
the  government  in  respect  to  interurban  street  railways  should 
l>e  of  interest  to  everyone  seeking  a fair  and  reasonable  solution 
of  the  present  perplexing  problems  involved. 

The  writer  proposes  to  assume  and  maintain  an  independent 
attitude  or  position  in  dealing  with  the  questions,  believing  that 
there  is  something  to  be  said  and  acknowledged  on  both  sides, 
v and  hoping  thereby  that  a full  and  complete  discussion  may  be 
brought  out  and  definite  conclusions  reached  on  a basis  that  will 
f eliminate  many  of  the  existing  contentions  between  the  public 
utility  corporations  and  the  public!  therefore  the  writer  would 
% prefer  to  regard  the  government  authorities  as  occupying  the 
- neutral,  unbiased  position. 

v It  is  unfortunate  that  the  contentions  seemingly  waged  between 
, the  corporations  and  the  public  have  often  been  based  on  cur- 
Isory  opinions,  lacking  real  facts  and  upon  a misunderstanding 
of  the  supposed  or  rightful  position  of  each  other. 

At  the  present  time  there  appears  on  the  horizon  a more  sane 
and  better  viewpoint  and  a growing  appreciation  that  there  is 
right  and  justice  to  be  acknowledged  on  the  two  sides  of  the 
% question  which  can  and  will  be  brought  to  complete  and  mutual 
understanding. 

0 The  corporations  today  are  practically  ready  to  concede  that 
government  regulation  on  a sensible  business  basis  is  both  de- 
sirable and  necessary;  and  while  preliminary  efforts  are  not 
entirely  out  of  an  experimental  stage,  it  must  be  acknowledged 
that  government  regulation  of  public  utility  properties  is  here 
to  stay,  and  will  gradually  develop  from  its  constructive  and 
formative  period  into  an  efficient  and  permanent  branch  of  the 


Nor  would  it  be  reasonable  for  a commission  to  arrive  at  any 
considerable  franchise  value  for  purposes  of  taxation  (by  capi- 
talizing the  net  earnings  at  a low  percentage  rate)  and  then  limit 
the  issue  of  securities  to  what  may  be  estimated  by  physical 
appraisal. 

It  should  be  noted  that  if  the  rate  of  return  of  the  investment 
is  first  settled,  on  a basis  commensurate  with  the  original  and 
subsequent  investment  risks,  this  determination  will  eliminate 
largely  the  contentions  between  the  differing  interests. 

The  earnings  of  a property  can  not  be  taken  as  a basis  of  valua- 
tion for  rate  making,  as  the  earnings  are  directly  dependent 
upon  the  rates  and  tariffs  charged,  also  upon  the  economic  condi- 
tions of  location,  construction,  development  and  efficiency  of 
management. 

The  question  of  valuation  should  be  considered  from  the 
viewpoint  of  determining  a reasonable  rate  of  return,  on  the  cost 
of  organization,  construction  and  development,  after  deducting 
operating  expenses,  depreciation  and  taxes. 

In  the  case  of  sale  or  purchase  the  basic  value  is  generally  the 
net  earnings  capitalized  at  a rate  to  be  agreed  upon  between  the 
purchaser  and  the  seller  (it  is  to  be  noted  that  this  rate  will 
be  less  than  the  rate  of  return  that  an  investor  would  expect  on 
a new  undemonstrated  property),  which  capitalization  would  be 
modified  or  determined  by  taking  into  consideration  the  remain- 
ing life  of  the  franchises,  if  any,  physical  condition  as  to  main- 
tenance, the  type  of  construction  and  equipment  as  to  the  proba- 
bility of  obsolescence,  the  necessity  of  additional  capital  for 
betterments  or  extensions,  the  development  already  reached  and 
probabilities  of  further  increase  or  decrease  of  net  earnings  and 
also  upon  the  position  of  the  company  in  respect  to  the  public, 
its  employes,  and  the  government,  due  to  its  previous  policies, 
or,  in  other  words,  its  good  will. 

Corporations  recognize  the  value  of  good  will,  and  are  ready 
to  capitalize  it,  but  how  frequently  do  they  depreciate  accumu- 
lated good  will  and  in  some  cases  entirely  destroy  it  by  adopting 
and  following  policies  not  in  line  with  public  opinion,  whereas 
by  taking  the  necessary  time  and  trouble,  it  would  in  many  cases 
be  possible  for  the  corporation,  by  adopting  more  reasonable 
tactics  and  through  publicity  explain  and  fortify  its  position 
with  the  public  and  to  co-operate  on  a basis  that  would  be 
mutually  advantageous  and  reciprocal. 

Rate  of  Return. 

Volumes  have  been  written  on  the  methods,  theory  and  prac- 
tice of  valuations  and  appraisals  of  public  utility  properties  with- 
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out  meeting  the  solution  of  the  one  vital  question  that  should 
first  be  determined,  i.  e.,  what  is  a fair  rate  of  return , before 
any  practical  value  can  accrue  from  valuations  and  appraisals. 
In  the  writer’s  opinion  altogether  too  much  stress  has  been  laid 
on  the  importance  of  the  physical  valuation  as  being  a fair  value 
of  any  property. 

The  courts  have  held  that  in  addition  to  the  value  of  the 
physical  property  there  is  a non-physical  value  to  be  added  in 
order  to  reach  a fair  value  of  the  property. 

The  difficulty  found  in  most  methods  and  theories  on  valua- 
tions that  have  come  under  the  writer’s  notice  and  investigation 
is  in  the  practical  application  of  any  scheme  or  basis  of  valua- 
tion, also  by  omitting  the  analysis  and  study  necessary  to  arrive 
at  what  is  to  be  considered  and  accepted  as  a fair  rate  of  return 
on  the  investment,  and  until  that  one  question  is  fairly  met  and 
agreed  upon,  there  can  be  no  right  - solution  of  the  several 
other  matters  that  seem  to  have  been  almost  solely  engaging 
the  mind  and  attention  of  the  public,  government  commissions, 
legislatures  and  corporations. 

The  courts  have  held  that  the  public  service  corporations  are 
entitled  to  earn : 

A Operating  expenses, 

B Expenses  of  repairs  and  maintenance, 

C Taxes, 

D Sinking  fund  to  cover  obsolescence  and  depreciation, 

E A reasonable  profit  on  the  fair  value  of  the  property, 
from  which  it  will  be  seen  that  the  whole  question  rests  on : 

1.  What  is  a fair  rate  of  return  on  the  investment. 

2.  What  .is  a fair  value  of  the  property. 

After  the  . above  are' determined  and  an  analysis  made  of  the 
service  necessary  and  operating  details,  maintenance  of  the  prop- 
erty, taxes  and  sinking  fund,  it  can  then  be  determined  what  the 
proper  tariffs  should  be  to  insure  a reasonable  rate  of  return  on 
a fair  value  of  the  property. 

Satisfactory  results  and  regulation  can  not  be  secured  until 
the  first  question  is  determined,  and  the  writer  will  hazard,  as  a 
suggestion,  a basis  for  determining  the  fair  rate  of  return,  be- 
lieving that  if  the  subject  is  judiciously  considered,  it  may  be 
found  acceptable  to  public  utility  properties  and  also  to  investors 
and  the  public. 

A practical  method  of  determining  what  is  a fair  rate  of  re- 
turn on  the  investment  may  be  had  by  considering  on  what  basis 
and  on  what  terms  can  funds  be  obtained  for  the  construction  and 
equipment  of  a new  property. 

The  investor  in  a new  property  always  considers  it  somewhat 
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of  a risk,  even  though  he  has  faith  in  the  final  result,  but  his 
experience  in  the  past  has  shown  him  that  he  would  not  be  war- 
ranted in  making  an  investment  unless  the  examination  and  re- 
port, prepared  by  competent  authorities,  indicated  that  the  prob- 
able net  earnings  above  operating  expenses,  maintenance  and 
taxes,  are  approximately  equal  to  perhaps  twice  the  total  fixed 
charges,  i.  e.,  interest  on  the  bonds  issued  to  produce  the  prop- 
erty. The  investor  would  not  be  satisfied  to  go  into  a new 
property  if  the  return  on  his  investment  was  to  be  limited  to 
6 per  cent.,  unless  that  amount  were  guaranteed,  for  experience 
shows  that  he  takes  a decided  risk  and  may  not  receive  even  the 
rate  obtainable  by  investment  in  “seasoned”  or  proved  securities, 
therefore,  he  feels  justly  entitled  to  participate  in  any  expected 
surplus  earnings  made  above  the  fixed  charges.  This  has  been 
usually  accomplished  by  issuing  common  shares  as  a bonus ; the 
promoter,  who  has  generally  spent  much  time — perhaps  years — 
as  well  as  money  to  bring  about  the  establishment  of  the  enter- 
prise, also  feels  that  he  is  justly  entitled  to  share  in  any  possible 
surplus  through  ownership  of  a portion  of  the  common  shares. 
Now,  if  the  public  is  fully  informed  that  the  common  shares  do 
not  represent  cash  investment,  or  only  partially  so,  no  harm  or 
wrong  can  accrue. 

On  the  above  basis,  considering  that  the  capital  can  not  be 
obtained  unless  the  estimated  earnings  indicate  approximately 
twice  the  fixed  charges,  it  is  fair  to  assume  that  the  investor 
taking  a risk  attached  to  any  new  undertaking  should  be  per- 
mitted to  receive  in  addition  to  a return  of  interest  on  the  bonds, 
a similar  return  on  an  equal  amount  of  common  shares  after 
which,  by  proper  regulation  of  rates,  or  perhaps  by  imposing  a 
heavy  tax  on  earnings  above  the  amount  agreed  as  a reasonable 
rate  of  return  on  the  investment,  the  surplus  earnings  could  be 
reasonably  well  regulated. 

On  the  other  hand,  should  the-  property  not  earn  its  fixed 
charges,  as  too  frequently  has  been  the  case,  the  investor  would 
sustain  a large  loss.  The  property,  however,  must  continue  to 
operate  and  serve  the  public  and  at  the  expense  of  the  original 
investor.  This  requirement  and  obligation  of  the  original  in- 
vestor is  generally  disregarded  by  the  public,  but  it  is  an  im- 
portant factor  and  consideration  by  which,  due  to  there  being  no 
minimum  guarantee  of  return  on  the  investment,  he  is  reasonably 
entitled  to  a return  up  to  the  estimated  rate  on  the  faith  of  which 
he  undertook  the  investment. 

WHAT  IS  A FAIR  RATE  OF  RETURN  (?)  or 
WHAT  IS  A REASONABLE  PROFIT  (?)  : 

Unquestionably  a fair  rate  of  return,  or  a reasonable  profit, 
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that  can  be  expected  on  an  investment  in  any  public  utility 
property  depends  principally  on  the  risk  involved  in  the  in- 
vestment. 

Where  the  risk  is  low,  or  nil,  the  rate  of  return  demanded 
will  be  a minimum. 

Where  the  risk  is  high,  the  rate  of  return  required  will  be  a 
maximum. 

Between  these  limits  it  is  possible  to  classify  all  public  utility 
properties.  It  is,  therefore,  important  to  the  general  public 
and  the  corporations  to  minimize  the  risk  in  order  to  secure  in- 
vestment funds  upon  as  favorable  a basis  as  practicable. 

It  is  not  necessary  to  specify  what  particular  element  is  the 
greatest  factor  toward  increasing  the  risk,  but  anything  that 
intimidates  capital  from  investment  in  public  utility  properties 
is  necessarily  a destructive  and  wasteful  condition  or  policy 
and  it  should  be  the  united  desire  and  effort  of  both  the  general 
public,  as  well  as  the  management  of  such  corporations,  to  do 
whatever  is  needful  to  permanently  re-establish  the  confidence 
of  the  investors.  Otherwise,  everyone  will  have  to  contribute 
in  one  way  or  another  to  pay  for  the  higher  rate  of  return  justly 
demanded  by  capital  supplied  under  unfavorable  conditions. 

Merely  as  suggestions  and  without  attempting  to  say  that  they 
should  be  adopted,  the  writer  gives  the  following  tentative  per- 
centages as  a fair  rate  of  return  on  invested  capital  that  would 
not  seem  unreasonable  under  the  conditions  named : 

(1)  Five  per  cent,  where  the  interest  and  principal  are  guar- 
anteed by  the  government. 

(2)  Six  per  cent,  on  extensions  of  large  properties  showing 
substantial  surplus  earnings. 

(3)  Seven  per  cent,  on  extensions  of  large  properties  shewing 
small  surplus  earnings. 

(4)  Eight  per  cent,  on  extensions  of  small  properties  showing 
substantial  surplus  earnings. 

(5)  Nine  per  cent,  on  extensions  of  small  properties  showing 
small  surplus  earnings. 

(6)  Ten  per  cent,  on  new  properties  where  the  estimated  net 
'earnings  for  the  first  year  of  operation  under  accepted  methods 
are  from  8 per  cent,  to  10  per  cent,  on  the  total  cost  of  organiza- 
tion, construction  and  development. 

(7)  Twelve  per  cent,  on  new  properties  where  the  estimated 
net  earnings  under  accepted  methods  would  not  pay  5 per  cent, 
on  the  cost  of  organization,  construction  and  development  dur- 
ing the  first  three  years  but  where  ultimately  it  is  estimated  that 
the  property  would  earn  good  dividends. 

(8)  A variable  percentage  on  existing  properties. 
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(1)  Five  per  cent,  where  the  interest  and  principal  are  guar- 
anteed by  the  government,  is  not  now  applicable  in  this  country, 
although  it  was  found  necessary  for  the  government  to  guarantee 
the  bonds  in  order  to  secure  the  construction  of  certain  new 
steam  railroads  in  the  Philippine  Islands;  and  it  is  common 
practice  in  Canada,  where  frequently  a cash  subsidy  is  given  in 
addition.  In  South  America  the  government  guarantee  is  cus- 
tomary even  at  higher  rates  of  interest  than  those  indicated 
and,  in  this  connection,  it  should  be  noted  that  under  the  exist- 
ing sentiment  now  prevalent  in  this  .country  in  respect  to  the 
relations  between  the  public,  the  government  and  the  public 
service  corporations  today,  investment  capital  is  going  largely 
into  South  America  and  Canada  in  preference  to  the  United 
States.  This  condition  should  and  can  be  changed  by  a reason- 
able and  prompt  settlement  of  the  differences  between  the  cor- 
porations, the  public  and  the  government. 

(2)  Six  per  cent,  on  extensions  of  large  properties  showing 
substantial  surplus  earnings,  is  based  on  probably  the  most 
favorable  conditions  existing  in  this  country,  and  unless  6 per 
cent,  is  certain  to  be  realized  from  additional  investment,  neither 
the  corporation  nor  the  investor  would  be  warranted  in  making 
the  extensions  or  improvements.  The  limitation  of  the  origin- 
ally invested  capital  to  a 6 per  cent,  return  would  not  be  justified, 
for  it  has  during  its  development  period  carried  large  risks. 

(3)  Seven  per  cent,  on  extensions  of  large  properties  showing 
small  surplus  earnings,  which  condition  would  usually  be  found 
in  cases  where  the  additional  investment  would  strengthen  the 
position  of  the  property  and  add  a considerable  amount  to  the 
surplus  earnings,  but  capital  under  such  conditions  would  require 
prospects  of  at  least  7 per  cent,  in  return,  as  the  risk  is  some- 
what greater  than  in  the  preceding  case. 

(4)  Eight  per  cent,  on  extensions  of  small  properties  show- 
ing substantial  surplus  earnings,  being  that  of  a smaller  corpora- 
tion and . without  the  benefit  of  more  extensive  credit  and  re- 
sources, necessarily  carries  with  it  a higher  rate  of  return  to  the 
investor,  and  8 per  cent,  does  not  seem  an  unreasonable  basis 
of  expected  earnings. 

(5)  Nine  per  cent,  on  extensions  of  small  properties  showing 
small  surplus  earnings,  involves  more  substantial  risk  due  to  lack 
of  any  considerable  surplus  of  earnings,  and  the  investor  will 
regard  it  somewhat  in  the  class  of  a new  property,  and  that  the 
new  extension  must  not  only  earn  its  fixed  charges,  but  also  a 
surplus  on  the  original  property,  to  warrant  the  construction  of 
the  extension,  and  therefore  expected  earnings  of  9 per  cent, 
would  not  be  too  large. 
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(6)  Ten  per  cent,  on  new  properties'  where  the  estimated 
net  earnings  for  the  first  year  of  operation  under  accepted 
methods  are  from  8 per  cent,  to  io  per  cent,  on  the  total  cost  of 
organization,  construction  and  development,  is  the  position  of  a 
projected  new  property  for  which  capital  can  not  be  expected 
unless  there  exists  a possibility,  if  not  a reasonable  probability, 
of  receiving  io  per  cent,  on  the  investment. 

(7)  Twelve  per  cent,  on  new  properties  where  the  estimated 
net  earnings  under  accepted  methods  would  not  pay  5 per  cent, 
on  the  cost  of  organization,  construction  and  development  during 
the  first  three  years,  but  where  ultimately  it  is  estimated  that 
the  property  would  earn  good  dividends,  is  perhaps  met  more 
frequently  in  projected  steam  railroads  to  be  constructed  in  new 
territory  not  yet  developed  and  requiring  transportation  facili- 
ties to  make  the  territory  valuable.  As  a rule,  it  requires  several- 
years  for  the  development  of  such  territory,  construction  of  new 
towns  and  villages,  and  therefore  a railway  can  not  always  hope 
to  earn  interest  on  its  bonds  for  the  first  few  years,  and  it  will 
be  conceded  that  a very  substantial  risk  is  taken  by  the  investor 
who  undertakes  to  develop  new  territory,  and  therefore  he  is 
rightfully  entitled  to  ultimately  receive  a correspondingly  larger 
return  on  his  investment. 

(8)  A variable  ^percentage  on  existing  properties.  Where 
bonds  and  stocks  have  been  regularly  issued  and  disposed  of 
and  where  fhe  earnings  may  or  may  not  show  a surplus,  it  is 
much  more  difficult  to  determine  what  would  constitute  a reason- 
able profit  or  a fair  rate  of  return  on  the  investment  or  upon 
the  securities  already  issued  and  outstanding.  This  rate  of 
return  would  and  should  vary  as  between*  the  classes  of  prop- 
erties, their  extent,  location,  convenience,  service,  stability,  etc. 
Particularly  would  the  determination  of  the  proper  rate  of  return 
depend  on  a careful  analysis  of  the  corporate  history  of  the 
property,  for  justice  and  fairness  would  certainly  require  a 
comprehensive  study  of  the  creation  and  development  of  the  entire 
property,  the  fixed  charges  and  dividends  heretofore  paid,  and  in 
fact  a complete  analysis  of  the  entire  financial  and  physical  devel- 
opment so  far  as  possible  since  the  beginning.  In  addition  to 
the  historical  analysis,  an  appraisal  of  the  present  physical  prop- 
erty would  be  necessary  for  purposes  of  taxation  (if  taxation 
is  to  depend  on  the  appraisal  of  the  property)  and  also  as  a 
basis  for  establishing  the  physical  equity  under  the  mortgage 
against  which  bonds  are  issued. 

In  cases  of  building  extensions  to  existing  properties  there  is 
more  or  less  risk,  in  respect  to  what  increase  in  net  earnings 
will  be  secured,  and  unless  the  investor  can  anticipate  a higher 
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return  than  he  can  obtain  in  what  may  be  called  “seasoned 
securities,”  he  will  naturally  not  invest  in  new  securities  re- 
quired for  extensions  of  public  utility  properties,  nor  would  the 
corporation  be  warranted  in  making  extensions  unless  the  sur- 
plus earnings  could  thereby  be  increased  and  the  position  and 
stability  of  the  property  benefited.  As  a matter  of  fact,  how- 
ever, corporations  do  make  extensions  to  improve  their  facilities 
to  the  public — their  clients — even  though  there  may  be  no  imme- 
diate return,  yet  hoping  and  trusting  to  ultimately  benefit 
thereby. 

Take  the  case  of  a proposed  new  interurban  electric  railway 
or  any  other  proposed  new  public  service  utility:  It  may  be 
reasonably  certain  that  investors  can  not  be  found  for  any  new 
public  service  property  unless  the  estimated  expected  net  earn- 
ings are  likely  to  show  from  7^  per  cent,  to  10  per  cent,  on  the 
total  cost  of  the  organization,  construction  and  development, 
therefore,  if  by  government  action,  the  rate  of  return  is  likely  to 
be  unduly  limited  to  less  than  what  can  be  obtained  in  other 
investments  there  will  be  no  investment  capital  available  for  pub- 
lic utility  properties. 

The  construction  of  an  interurban  railway  certainly  adds 
greatly  to  the  convenience  of  .the  public  and  greatly  enhances 
the  value  of  the  land  throughout  the  territory  served.  In  fact, 
the  actual  enhancement  in  value  of  the  tributary  land  might 
aggregate  more  than  the  total  cost  of  the  railroad  and  the  in- 
vestor would  frequently  make  more  profit  by  buying  up  land 
along  the  projected  railroad  than  he  could  possibly  make  by  in- 
vestment in  the  securities  of  said  railway,  even  though  his  return 
was  not  limited  to  even  less  than  15  per  cent. 

A prominent  builder  of  steam  railways  has  very  pertinently 
said  that  in  the  case  of  a new  steam  railroad  built  through  new 
territory,  causing  the  land  to  increase  in  value  1,000  per  cent,  or 
more,  as  is  usually  the  case,  no  objection  is  made  by  the  public, 
the  purchasers  of  the  land  nor  by  the  government,  and  no  attempt 
is  made  to  hold  the  value  of  the  land  down  to  its  original  total 
cost  value,  yet  the  steam  railroad,  that  has  created  these  enor- 
mous values  in  land  and  added  great  and  needed  facilities  for 
the  people,  is  told  that  it  can  not  be  permitted  to  maintain  tariff 
rates  which  would  enable  it  to  receive  a return  of  10  per  cent, 
to  15  per  cent,  on  its  total  cost,  nor  to  permit  its  total  valuation 
to  increase  by  reason  thereof  in  proportion  to  the  risk  taken  by 
the  investor,  and  certainly  it  would  not  be  permitted  to  increase 
its  capitalization  in  proportion  to  the  increase  in  the  value  of  the 
lands,  brought  about  by  the  funds  invested  in  the  railroad. 
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In  addition,  the  public  utility  property  must  continue  its  op- 
eration and  serve  the  public  even  though  its  expected  earnings 
are  not  realized,  and  if  it  can  not  pay  its  fixed  charges  (interest 
on  bonds)  the  court  intervenes,  assumes  charge,  and  continues 
to  operate  the  property  for  the  benefit  and  service  of  the  public, 
and  this  is  necessarily  sc  and  right,  and  no  corporation  can  dis- 
pute it,  but  the  fact  remains,  however,  that  in  such  cases  the 
original  investor  is  generally  a heavy  loser  and  the  property  is 
rebuilt,  if  necessary,  out  of  funds  obtained  by  the  receiver, 
by  giving  the  new  funds  preference  in  the  distribution  of  earn- 
ings, and  the  property  continues  to  operate  to  serve  the  public. 

The  original  investor  has  taken  the  risk  and  lost  through  error 
in  judgment,  or  possibly  due  to  changed  conditions,  and  there- 
fore in  a case  where  the  property  can  be  made  to  earn  io  per 
cent.,  or  even  15  per  cent.,  after  a period  of  years,  is  it  just  or 
equitable  that  the  rate  of  return  to  the  investor  should  be  lim- 
ited or  reduced  to  a much  smaller  amount  than  the  rate  on  which 
he  originally  estimated  might  accrue  to  his  investment? 

The  question  of  physical  appraisal  has  been  rather  fully  cov- 
ered during  the  last  few  years  and  the  writer  finds  no  great 
difficulty,  by  eliminating  the  theoretical  ideas,  in  harmonizing 
the  various  practical  methods  used  or  suggested  in  arriving  at 
the  present  physical  value  of  any  property.  However,  very  grave 
questions  arise  in  the  use  of  any  basis  of  physical  valuation  to 
prove  the  real  worth  or  value  of  a property.  In  other  words, 
physical  valuation  of  a property  does  not  establish  its  worth  dr 
value.  This  holds  true  whether  it  be  a new  interurban  electric 
railway  which  does  not  earn  more  than  operating  expenses, 
nothing  towards  interest,  or  a railway  operated  and  maintained 
in  first-class  physical  condition  and  earning  a substantial  surplus 
above  fixed  charges. 

What  is  the  worth  of  a small  suburban  electric  railway  which 
cost  to  construct  and  equip,  say,  $400,000,  several  years  ago,  and 
which  has  never  earned  its  operating  expenses?  In  fact  requires 
about  $10,000  per  annum  new  funds  to  maintain  operating  ex- 
penses and  repairs  and  which  can  not  be  abandoned  like  an 
industrial. 

What  is  the  worth  of  another  interurban  electric  railway  that 
cost  about  $500,000  and  which  produces  net  earnings  of  about 
10  per  cent,  after  setting  aside  a proper  amount  for  depreciation  ? 

Surely  the  worth  of  neither  property  can  be  based  on  physical 
valuation  although  it  is  perfectly  true  that  the  physical  value  is 
one  of  the  many  factors  necessary  to  establish  its  worth. 
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In  the  case  of  a property  originally  nonproductive  during  sev- 
eral years  of  the  development  period,  and  “perhaps  requiring  to 
be  reconstructed  by  investment  of  new  capital,  thus  duplicating 
the  original  investment,  before  it  reaches  the  time  when  it  can 
earn  interest  charges,  it  has  been  suggested  and  approved  by  at 
least  one  of  the  State  Public  Service  Commissions  that  a proper 
valuation  would  include  its  duplicate  investment  or  cost  of  de- 
velopment and  also  the  accumulated  deficit  capitalized,  due 
allowances  being  made  for  charges  against  interest,  depreciation, 
etc.  In  other  words,  it  was  assumed  and  granted  that  the  prop- 
erty since  it  was  first  constructed  was  entitled  to  credit  in  a valu- 
ation to  a fair  rate  of  return  on  the  investment  from  the  begin- 
ning in  addition  to  a proper  amount  for  depreciation  and  there- 
fore, if  not  earned  and  paid  out,  the  company  would  be  entitled 
to  calculate  the  accumulated  deficit  and  add  the  capitalized 
amount  to  the  valuation. 

It  will  be  noted  that  in  all  of  these  cases  it  is  necessary  to  first 
arrive  at  what  constitutes  a fair  rate  of  return. 

Take  the  case  of  two  steam  railroads  between  two  important 
terminal  cities,  one  road  five  hundred  miles  in  length  with  two 
and  one-half  per  cent,  grades  and  many  curves  serving,  say,  250 
miles  of  fair  local  producing  territory.  The  other  road,  say, 
350  miles  in  length,  with  1 per  cent,  grades  and  few  curves;  serv- 
ing also  250  miles  of  equally  fair  producing  territory.  Assume 
that  the  terminal  facilities  are  approximately  equal,  or  both 
using  the  same  terminals,  and  that  their  present  physical  valua- 
tion is  approximately  the  same.  Is  the  worth  or  value  of  each 
road  approximately  the  same?  Is  the  physical  valuation  a proper 
gauge  as  to  the  real  value  of  either?  Should  both  roads  be  held 
to  the  same  tariff  rates  between  terminals,  or  should  each  charge 
the  same  rate  per  ton  and  per  passenger  mile  for  local  and 
through  business?  Unquestionably  the  better  railroad  is  the 
shorter,  direct  low  grade  line  and  its  worth  or  value  is  greater 
regardless  of  the  question  raised  as  to  rates.  And  justly  so,  all 
public  utility  properties — like  private  industrials — are  entitled  to 
the  benefits  of  good  creative  judgment,  good  engineering  and 
the  advantages  accruing  to  the  utilization  of  talent  in  its  invest- 
ment. Tf  this  is  not  conceded,  then  the  government  must  step 
in  and  guarantee  a certain  and  definite  return  for  all  such  in- 
vestments alike,  whether  made  with  good  judgment  or  other- 
wise, and  manifestly  this  can  not  be  accepted  nor  would  it  be 
prudent  or  advisable. 
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Valuations. 


The  principal  methods  used  in  valuations  of  properties  are: 

1.  Valuation  based  on  the  earning  power.  This  basis  is  gen- 
erally used  in  the  purchase  and  sale  of  properties  between  pri- 
vate interests.  It  was  also  used  largely  by  the  European  gov- 
ernment in  taking  over  private  steam  railroads.  It  was  also 
advocated  and  approved  by  the  United  States  Federal  government 
in  the  franchise  granted  to  the  Manila  Electric  Railway  wherein 
the  term  is  for  fifty  years,  but,  at  the  expiration  of  twenty-five 
years,  the  Municipality  may  acquire  the  proprety  on  a valuation 
FIXED  BY  NET  EARNINGS.  The  Supreme  Court  of  the 
Islands  is  Referee.  A valuation  based  on  the  earning  power  will 
depend  entirely  on  the  percentage  rate  used  in  arriving  at  the 
capitalized  value,  and  is  also  directly  dependent  on  the  tariff 
rates  in  vogue.  In  other  words,  a property  operating  under  high 
tariff  charges  would  have  a high  valuation  and  one  operating 
under  low  tariff  charges  would  have  a corresponding  decreased 
valuation.  It  will  therefore  be  seen  that  this  method  of  valuation 
can  not  advisedly  be  used  as  a basis  for  tariff  rate  making. 

2.  Valuation  based  on  market  value  of  securities.  Used  by 
Prof.  H.  C.  Adams  of  the  Interstate  Commerce  Commission  in 
arriving  at  a commercial  value  of  railroads  for  the  Census 
Bureau.  This  method  will  appeal  practically  to  business  men  as 
indicating  a commercial  going  value,  but  it  should  be  noted 
that  the  market  value  of  securities  depends  largely  upon  the 
earnings,  and  the  earnings  depend  very  largely  upon  the  tariff 
rates  in  vogue,  so  that  such  a valuation  may  be  directly  affected 
by  either  a proposed,  or  actual,  change  in  traiff  rates  and  is  also 
subject  to  speculative  movements.  This  basis  of  valuation,  how- 
ever, generally  reflects,  in  a measure,  the  probable  future  growth 
both  favorably  and  unfavorably. 

3.  Valuation  based  on  original  .cash  cost  of  organization,  con- 
struction and  development.  Less  depreciation  and  plus  apprecia- 
tion. This  method  has  great  merit  in  arriving  at  a fair  valua- 
tion of  the  property  on  which  to  calculate  a reasonable  rate  of 
return  commensurate  with  the  original  and  subsequent  risks. 
Such  a valuation  should  include  all  cost  of  organization,  con- 
struction and  development  of  the  property. 

4.  Valuation  based  on  the  cost  of  reproducing  the  property 
new  today.  As  if  a new  company  were  to  construct  and  operate 
it.  This  basis  of  valuation  has  certain  merit,  but  is  considered 
not  so  equitable  as  No.  3.  If  used,  the  valuation  should  includ® 
all  estimated  cost  of  organization,  construction  and  develop- 
ment. 
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5.  Valuation  based  on  an  inventory  of  the  physical  property  at 
estimated  cost  of  production  less  depreciation  and  plus  apprecia- 
tion. This  method  is  that  usually  employed  by  appraisers  and  its 
results  depend  very  largely  upon  the  personal  equation  of  the 
men  directing  the  appraisal  and  the  previous  experience  of  the 
staff  employed.  Its  errors  are  principally  of  omission.  In 
cases  where  costly  changes  and  previous  reconstruction  and 
obsolescence  of  the  property  can  not  be  shown  on  any  inventory, 
all  of  which  are  a necessary  part  of  the  “cost  of  development  of 
the  property,”  the  question  as  to  whether  any  or  all  of  such 
items  should  be  included  will  depend  upon  whether  the  additional 
expenditures  have  been  provided  out  of  new  capital  or  from  sur- 
plus earnings  above  interest  charges  and  dividends  on  the  orig- 
inal investment.  A complete  and  accurate  inventory  should 
undoubtedly  be  made  by  every  corporation  as  a record  and  infor- 
mation on  which  to  gauge  amounts  necessary  for  depreciation, 
adequate  protection  by  insurance  and  to  show  the  relative  phys- 
ical equity  back  of  the  bonds  which  is  of  importance  principally 
to  the  purchaser  of  the  bonds.  All  things  considered,  it  is  not 
so  reasonable,  reliable  or  fair  a basis,  except  for  limiting  a bond 
issue,  as  outlined  in  method  No.  3. 

Physical  Property  Valuation. 

The  experience  obtained  in  the  appraisals  heretofore  made  by 
various  Engineers,  Commissions  and  Corporations  has  been  valu- 
ble  in  the  present  consideration  of  the  subject.  The  results  ob- 
tained, however,  have  not  been  uniform,  due,  not  only  to  wide 
variation  in  personal  equation,  but,  also  by  including  in  some 
appraisals  items  which  are  excluded  from  others. 

It  is  therefore  advisable  to  consider  what  should,  and  what 
should  not,  be  included  in  the  appraisal  of  the  physical  property. 

1.  Legal  expenses,  including  that  for  right  of  way,  franchises, 
permits,  organization,  construction,  etc. 

2.  Cost  of  promotion,  covering  expenses  of  preliminary  in- 
vestigations and  reports,  preliminary  surveys,  expenses  conduct- 
ing a large  number  of  possible  investors,  local  authorities  and 
others  over  the  line,  in  addition  to  the  legal  expenses. 

3.  Brokerage  expenses  for  securing  the  necessary  funds 
during  the  construction  period. 

4.  Interest,  or  carrying  charges,  on  all  money  expended  up 
to  the  time  the  property  goes  into  complete  operation. 

5.  Engineering  and  supervision. 

6.  Total  cost  of  construction,  including  contractors’  profits  on 
material  and  labor. 

7.  Total  costs  of  right  of  way. 
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8.  Accidents  and  damages,  including  all  insurance  premiums, 
fidelity,  casualty,  fire,  boiler  or  other  insurance  and  allowances 
for  contributions  to  charitable  and  hospital  funds. 

9.  Cost  of  complying  with  conditions  of  franchises,  etc. 

10.  Overhead  charges,  including  management,  office  rents  and 
supplies. 

11.  Working  capital. 

12.  Costs  of  organizing  the  business,  securing  customers,  test- 
ing out  entire  plant  and  drilling  new  men  for  operating. 

13.  Cost  of  marketing  and  discount  on  the  bonds  (considering 
it  as  part  of  the  price  or  cost  at  which  money  can  be  secured 

• from  the  sale  of  the  bonds). 

14.  Contingencies — to  cover  incomplete  inventories,  unforeseen 
difficulties  of  construction  and  other  items  of  expense  which  can 
not  be  foreseen. 

15.  Obsolescence. 

16.  Replacements  and  betterments — made  out  of  new  capital 
investment. 

17.  Loss  in  the  early  operation  during  the  period  of  develop- 
ment. 

The  writer  will  not  attempt,  within  the  limits  of  this  paper, 
to  indicate  what  would  be  the  fair  or  equitable  allowances  or 
percentages  to  be  apportioned  to  the  various  items,  but  to  those 
familiar  with  the  cost  of  organizing,  constructing  and  develop- 
ing properties,  it  is  known  that  the  items  outside  of  actual 
physical  construction  constitute  a very  large  part  of  the  total  cost 
of  organization,  construction  and  development. 

Item  No.  17  would  be  eliminated  if  proper  consideration  and 
margin  is  allowed  in  arriving  at  the  percentage  of  return  on  in- 
vestment— commensurate  with  the  original  and  subsequent  risks 
of  capital — for  in  such  a case  the  investor  assumes  all  such  possi- 
ble losses  at  the  time  he  considers  the  estimated  probable  return 
and  the  basis  and  terms  upon  which  he  makes  the  investment. 

Franchise  Valuation. 

The  question  as  to  whether  or  not  the  franchise  should  be  ap- 
praised and  included  in  the  valuation  of  a property  has  been  the 
subject  of  considerable  discussion  and  argument.  Personally 
the  writer  feels  that  if  any  equitable  plan  of  valuation  can  .be 
made  acceptable  to  all  concerned  without  including  a value  for 
the  franchise,  it  would  be  desirable,  for  it  would  immediately 
eliminate  strong  public  opinion  which  undoubtedly  stands 
against  crediting  public  service  corporations  with  a considerable 
* value  obtained  by  grants  from  the  public,  and  therefore  it  is 
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Highly  desirable  that  we  should  make  analytical  study  of  the 
conditions  in  order  to  suggest  a plan,  if  possible,  that  would 
eliminate  the  value  of  the  franchise  from  necessary  considera- 
tion. 

The  usual  basis  of  capitalizing  the  net  earnings  and  then  de- 
ducting the  total  physical  valuation  to  determine  the  value  of 
the  franchise,  is  not  stable,  or  entirely  satisfactory,  for  the 
value  thus  determined  varies  with  the  increase  or  decrease  of 
operating  expenses,  taxes  and  tariff  rates  and  does  not  take  into 
account  depreciation  or  sinking  fund,  nor  the  difference  in  total 
physical  investment  and  operating  expenses,  directly  due  to  fran- 
chise stipulations  and  requirements. 

Manifestly  on  a basis  of  net  earnings  capitalized,  some  fran- 
chises may  have  a negative  value,  also  such  value  would  depend 
directly  upon  the  percentage  rate  used  in  capitalizing  the  net 
earnings  and  thus,  by  a comparatively  small  variation  of  this  rate, 
the  franchise  value  can  be  made  large  or  small. 

Some  court  decisions  have  recognized  that  what  gives  value 
to  a franchise  is  the  capital  invested  in  the  property  thereby 
making  the  earnings  possible,  and  giving  to  the  public  the  con- 
veniences and  facilities  desired. 

In  the  case  of  an  interurban  electric  railway,  the  value  of  its 
franchise  might  be  considered  on  its  economic  basis  compared 
with  the  line  if  built  on  a private  right  of  way.  The  original 
comparative  investment  can  be  readily  computed  and  against  the 
increased  cost  in  private  right  of  way  would  be  the  saving  in 
operating  expenses  and  particularly  the  costs  of  maintaining  tracks 
in  city  streets,  pavements,  and  the  expense  of  complying  with 
other  stipulations  of  the  franchise,  together  with  the  additional 
expenses  of  accidents  and  damages  on  streets,  all  of  which,  when 
capitalized,  will  often  more  than  offset  the  increased  cost  of 
entrance  over  private  right  of  way.  In  addition  there  are  items 
which  should  be  credited,  such  as  increase  of  traffic,  due  to  in- 
creased speed,  and  the  right  to  charge  a reasonable  fare  of,  say, 
2 cents  or  3 cents  per  mile  instead  of  being  limited  to  a 5-cent  fare 
for  any  distance  with  or  without  transfer.  In  such  cases,  it  is 
quite  possible  that  the  franchise  value  to  operate  on  city  streets 
may  be  nil  or  even  negative. 

The  value  of  the  franchise  is  generally  offset  at  the  time  it  is 
granted  by  the  stipulations  and  conditions  imposed.  Of  course, 
after  a term  of  years,  its  value  may  have  greatly  enhanced,  and, 
therefore  it  is  reasonable  that  the  term  of  expiration  be  limited 
with  possibly  a renewal  stipulation  on  a new  basis  of  compensa- 
tion to  the  city. 
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In  certain  cases  wHere  the  municipality  may  desire  to  take  over 
an  operating  company  and  where  the  method  of  appraising  the 
property  is  not  stipulated  in  the  franchise,  it  is  generally  ac- 
knowledged proper  to  estimate  a value  for  the  unexpired  term 
of  the  franchise.  This  was  worked  out  in  a systematic  way  in 
the  Chicago  Appraisal,  where  several  franchises  expiring  at 
different  dates  were  involved,  viz. : 

1.  Gross  earnings  were  distributed  over  the  different  divisions 
of  the  system  in  proportion  to  the  car  miles  operated. 

2.  Operating  expenses  were  similarly  distributed  and  de- 
ducted from  the  gross  earnings. 

3.  The  invested  capital,  on  the  basis  of  physical  valuation, 
was  allocated  over  the  various  divisions  and  corresponding  inter- 
est charges  estimated  at  5 per  cent,  were  deducted  from  the  net 
earnings. 

4.  Final  value  of  the  unexpired  franchise  was  determined  by. 
capitalizing  the  estimated  probable  future  net  earnings  (after  first 
deducting  interest  on  the  physical  valuation  at  5 per  cent.),  capi- 
talizing the  yearly  balances  at  5 per  cent,  compound  interest. 

In  the  Cleveland  Appraisal,  good  will  (the  result  of  manage- 
ment), was  not  allowed  nor  was  any  allowance  made  for  the 
“going  value.”  The  value  of  the  suburban  franchises  was  esti- 
mated to  be  offset  by  the  burden  of  the  suburban  contracts. 

The  necessity,  or  practice,  of  valuing  a Franchise  would  be  en- 
tirely eliminated  if  a basis  of  taxation  was  adopted  based  on  a 
percentage  of  its  gross  or  net  earnings,  and  could  be  eliminated 
from  capitalization  by  agreeing  on  a fair  basis  of  return  on 
total  investment  in  the  organization,  construction  and  develop- 
ment of  the  property. 

Land  Valuation. 

The  great  difference  of  opinion  between  the  various  Public 
Service  Commissions  as  to  the  proper  basis  for  valuing  railway 
right  of  way,  freight  yards,  and  terminal  real  estate  is  sufficient 
reason  for  non-dependence  on  pure  physical  valuation  for  taxing 
or  rate  making  purposes. 

Today,  the  value  of  the  land  used  by  many  of  the  larger  rail- 
roads in  cities  has  increased  more,  by  its  location,  continuity  and 
use  for  traffic  purposes,  than  the  value  of  adjoining  real  estate. 
On  the  other  hand,  the  value  of  adjoining  land  in  new  and 
sparsely  settled  territory  has  increased,  perhaps  over  1,000  per 
cent.,  due  to  the  construction  of  railways  and,  therefore,  it  must 
be  conceded  that  a railway  is  justly  entitled  to  participate  to 
some  extent  in  the  increased  value  of  its  property  (not  created 
by  increased  tariff  rates)  and,  unless  public  service  corporations 
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are  permitted  to  participate  to  some  extent  by  profits  in  operation 
beyond  and  above  the  usual  return  on  guaranteed  invested  cap- 
ital, there  must  be  a halt  in  the  progress  and  development  of  the 
country  dependent  on  the  construction  of  new  lines  and  exten- 
sions of  existing  railways. 

Capitalization. 

In  calculating  the  valuation  of  a property  on  the  basis  of  capi- 
talizing the  net  earnings,  the  whole  question  depends  upon  the 
rate  used  in  capitalizing,  and  thus  enormous  differences  in  the 
results  are  obtained  by  only  a slight  change  in  rate.  Many 
official  appraisals  have  been  made  on  a basis  of  5 per  cent,  cap- 
italization of  net  earnings,  whereas,  but  few  investors  would 
consider  the  construction  of  any  public  service  property  if  but  5 
per  cent,  could  be  expected  as  a return,  inasmuch  as  no  minimum 
return  is  guaranteed. 

The  capitalization  of  a property  should  not  be  limited  to  the 
actual  investment  in  the  physical  property  or  by  the  net  earnings 
capitalized  on  a 5 per  cent,  or  6 per  cent,  basis.  The  only  equita- 
ble basis  is  first  to  consider  and  determine  the  estimated  rate  of 
return  that  the  original  investor  expected,  and  that  new  capital 
would  require.  It  is  manifestly  unfair  to  hold  the  total  capitali- 
zation to  the  appraised  physical  value  on  existing  property  as  new 
capital  can  not  be  secured  on  that  basis,  nor  did  the  original 
investors  undertake  the  business  with  that  understanding. 

Also  it  is  unreasonable  to  limit  the  capitalization  to  the  net 
earnings  capitalized,  for  it  would  be  a hardship  on  properties 
earning  but  a small  margin  above  operating  expenses,  although 
they  may  be  well  serving  the  public  and  in  a growing  territory 
that  will  produce  large  net  earnings  in  succeeding  years,  there- 
fore, such  a method  of  controlling  capitalization  would  be  very 
objectionable — going  up  and  down  as  earnings  increased  or  de- 
creased. It  would  also  mean  higher  capitalization  if  tariff  rates 
are  increased,  and  vice  versa , giving  too  great  a latitude  to 
Public  Utility  Properties.  As  a matter  of  fact,  capitalization  does 
not  govern  the  making  of  tariff  rates. 

The  high  capitalization  per  mile  of  many  steam  railroads  in- 
cludes large  investments  in  other  railroads,  and  therefore,  the 
real  capitalization  per  mile  is  much  less  than  usually  recorded. 

It  has  been  suggested  that  if  we  would  use  the  term  “shares” 
instead  of  stock,  it  would  indicate  more  properly  that  the  shares 
are  issued  only  to  form  a convenient  way  of  sharing  in  the 
surplus  earnings  above  fixed  charges  (interest  on  bonds).  If 
these  shares  were  issued  without  carrying  any  par  value,  such 
as  the  shares  or  interest  held  by  the  individuals  comprising  a 
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partnership,  the  question  of  watered  stock  would  be  eliminated, 
and  the  surplus  would  be  divided,  if  earned,  as  between  the 
number,  of  shares  authorized — not  as  any  rate  per  cent.,  on  an 
assumed  or  fictitious  par  value. 

Although  shares  or  stock  may  carry  its  par  or  dollar  mark, 
for  perhaps  years,  it  is  nevertheless  helpful,  in  analyzing  the  situ- 
ation, to  regard  shares  merely  as  a division  of  surplus  earnings 
into  shares  or  parts  and,  in  which  case,  it  matters  not  how  many 
shares  are  issued.  Publicity,  on  a basis  that  will  be  intelligible 
to  the  general  public  and  in  simple  and  unmistakable  form,  will 
protect  the  innocent  public  when  they  wish  to  invest,  and  in  cases 
of  consolidation  of  companies,  each  having  bond  issues  and 
capital  shares,  it  can  not  be  denied  that  there  should  be  some- 
positive regulation  preventing  the  issuing  of  consolidated  bonds 
against  common  shares  of  underlying  companies  where  such 
shares  originally  did  not  represent  cash  invested  in  the  property, 
and  companies  who  have  advocated  such  methods  will  continue 
to  reap  the  censure  that  they  deserve. 

The  writer  believes,  however,  that  the  issuing  of  common  shares 
to  represent  merely  a division  into  shares  of  surplus  earnings 
above  the  interest  on  bonds  should  be  acceptable  and  made  law- 
ful and  ample  publicity  be  made  of  the  exact  facts  to  the  public 
and  investors. 

In  many  cases,  endeavor  has  been  made  to  justify  the  issuance 
of  common  stock  by  proving  large  physical  valuations.  Some 
companies  can  do  this  by  a proper  study  covering  the  creation  and 
development  of  the  property  and  preparation  of  complete  sched- 
ules of  all  original  construction  work  done,  and  construction 
work  and  betterments  carried  out  since  the  beginning  of  opera- 
tion, but  there  are  many  companies  that  probably  could  not  show 
physical  valuation  equivalent  to  the  total  outstanding  issue  of 
bonds  and  common  stock. 

Some  Public  Service  Commissions  in  their  desire  to  protect  the 
investor,  and  to  prevent  the  corporation  from  going  into  the 
hands  of  a receiver  by  its  failure  to  earn  interest  on  the  bonds, 
have  stipulated  that  the  property  shall  not  be  bonded  for  its  full 
cost,  and  requires  common  stock  to  be  issued  for  cash  at  par. 
This  plan  certainly  does  not  protect  the  investor  in  the  common 
stock  and  it  operates  to  prevent  the  construction  of  new  prop- 
erties, that  are  much  desired  by  the  waiting  public,  and  also 
places  the  existing  properties  in  a much  more  advantageous  and 
protected  position.  Without  an  incentive  for  both  the  promoter 
and  the  original  investor  to  make  a reasonable  profit,  above  mete 
interest  charges,  progress  is  halted. 


Securities. 


Proper  supervision  and  regulation  of  the  issuance  of  securities 
in  any  public  service  property,  or  by  any  incorporated  company 
for  that  matter,  is  advisable.  Probably  the  best  regulation  that 
could  be  affected  would  be  adequate  and  intelligent  publicity,  and 
limiting  or  controlling  the  issues  as  follows: 

Bonds  against  the  cost  of  organization,  construction  and  de- 
velopment, at  the  price  sold,  allowing  for  the  usual  discount  and 
commissions,  but  limited  to  the  estimated  net  earnings,  until 
earnings  increase  sufficiently  to  carry  the  entire  authorized  bond 
issue. 

Stock  (a)  as  preferred  shares,  representing  that  portion  of  the 
cost  of  organization,  construction  and  equipment  which  is  not 
covered  by  the  bond  issue. 

(b)  As  common  shares,  without  carrying  any  stated  par  value 
— representing  the  basis  of  subdivision  for  the  distribution  of 
estimated  expected  profits. 

The  stock  and  bond  law  of  Texas  appears  to  have  been  nar- 
rowly interpreted  by  the  State  Commission,  and  therefore  does 
not  seem  as  good,  nor  as  sound,  as  the  Massachusetts  law  which 
has  regulated  excessive  capitalization  and  at  the  same  time  pro- 
tected capital  from  unreasonable  or  destructive  competition.  The 
New  England  Commissioners  have  done  a good  service  to  both 
the  public  and  the  public  utility  properties  by  preventing  unfair 
and  unnecessary  competition  and  its  consequent  destruction  of 
values  and  investments.  At  the  same  time,  it  has  properly  regu- 
lated the  properties. 


Operating  Expenditures. 

This  field  has  been  left  almost  entirely  with  the  operating  man- 
agement of  corporations  who  have  endeavored,  with  varying 
success,  to  keep  down  the  operating  expenses  to  a minimum,  and 
Public  Service  Commissions  have  had  but  little  to  say  in  matters 
of  management  excepting  in  so  far  as  requiring  adequate  and 
improved  facilities  and  safety  devices,  in  cases  where  they  were 
thought  to  be  needed,  have  affected  operating  conditions  and  costs. 
They  probably  realize,  however,  that  many  of  the  companies  may 
reduce  operating  expenditures  by  a more  careful  study  of  con- 
ditions and  reasonable  charges  in  operating  details. 

The  shippers  have  recently  gone  somewhat  into  this  question, 
in  their  case  of  opposing  the  increase  of  freight  rates  by  the  steam 
railroads,  and  from  an  independent  viewpoint  the  writer  believes 
it  would  pay  many  of  the  corporations  to  go  very  carefully  into 
the  methods  and  costs  of  operation,  by  the  employment  of  experts 
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with  experience  not  only  in  railroading  but  also  those  familiar 
with  outside  systematic  management  and  development  of  indus- 
trial methods,  from  a worldwide  study  of  conditions,  and  then 
adopt  the  practical  methods  which  could  be  shown  would  reduce 
operating  costs.  Not  only  would  such  companies  thereby  secure 
the  benefits  of  advanced  practical  methods,  adapted  to  every 
detail  of  their  business,  but  such  efforts  to  co-operate  in  reduction 
of  costs  would  obviate  the  desire  for,  or  necessity  of,  detailed 
direction,  by  Public  Service  Commissions  in  operating  details. 

The  possibility  of  reducing  lost  time  of  cars  and  train  crews 
in  freight  yards,  transfer  and  junction  points,  and  in  otherwise 
greatly  increasing  the  average  per  diem  mileage  of  cars  is  only 
one  of  the  fields  from  which  great  economies  can  be  expected. 

The  management  of  American  Roads  is  entitled  to  great  credit 
for  the  economical  results  already  produced,  (a)  Today  the 
average  freight  rates  per  ton  mile  obtaining  in  the  United  States 
are  lower  than  in  any  other  country  in  the  world,  (b)  The 
wages  paid  by  American  Railroads  are  higher  than  in  any  other 
country  in  the  world,  (c)  The  cost  of  materials  and  supplies 
constituting  a large  part  of  the  maintenance  and  renewal  ex- 
pense is  fully  as  high,  if  not  higher,  than  in  any  country  in  the 
world. 

It  therefore  might  be  concluded  on  the  face  of  the  proposition 
that  the  railroads  are  entitled  to  increase  their  rates.  Except 
for  the  ability,  energy  and  activity  of  American  Railroad  manage- 
ment, the  above  conditions  could  not  have  been  made  possible 
thus  far,  but  fortunately,  however,  the  operating  costs  per  ton 
mile,  is  similarly  less  than  in  any  country  in  the  world  with 
possibly  one  or  two  exceptions  and  is  due  to  the  advances  made 
in  the  application  of  progressive  American  methods. 

However,  there  is  still  opportunity  for  improvement  in  the 
operating  costs  which  will  undoubtedly  be  secured  if  the  in- 
centive and  opportunity  to  earn  a fair  rate  of  return  is  not  taken 
away  by  the  misdirected  activity  of  the  shippers,  the  public  and 
the  Government  Commissions  and  which  can  only  be  corrected  by 
a proper  and  systematic  study  of  the  actual  conditions  obtaining 
and  the  recognition  of  the  fact  that  a fair  rate  of  return  upon 
the  investment  should  be  commensurate  with  the  original  and 
subsequent  risks  on  the  capital. 

T axation. 

Probably  one  of  the  principal  reasons  of  the  public  demand 
for  valuation  of  Public  Service  Properties  has  been  an  endeavor 
to  secure  a larger  tax  return  from  the  corporations,  and  investiga- 
tion shows  that  there  exists  great  differences  of  opinion  between 
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the  State  Authorities,  both  in  theory  and  in  practice,  as  to  the  best 
basis  for  taxation.  The  taxing  of  Public  Service  Properties  has 
grown  out  of  a common  method  of  valuing  and  taxing  real  estate 
and  property,  and  the  time  is  now  opportune  for  a uniform 
change  to  a more  satisfactory  and  equitable  basis,  as  it  is  gen- 
erally agreed  that  there  should  be  a universally  approved 
standard  based  upon  logical  and  reasonable  principles. 

If  the  purpose  of  desiring  to  determine  a value  for  the  fran- 
chise is  to  establish  a basis  for  taxation,  it  would  seem  reason- 
able that  a tax  based  on  a certain  percentage  of  the  gross  or  net 
earnings  would  be  more  equitable.  In  Manila,  where  a franchise 
was  granted  under  the  approval  of  the  United  States  Federal 
Government,  the  percentage  of  gross  receipts  to  be  paid  the 
municipality  was  incorporated  in  the  franchise  and  provided  that 
the 

“Grantee  is  to  pay  usual  taxes  on  real  estate,  plant, 
machinery,  and  on  personal  property,  not  including 
road  bed,  track,  rolling  stock,  poles  and  wires.  Also, 

2.\  per  cent,  of  its  gross  receipts,  which  shall  he 
in  lieu  of  all  taxes  and  assessments  of  whatsoever 
nature  and  by  whatsoever  authority  upon  the  privi- 
leges, earnings,  income,  franchises,  road  bed,  track, 
rolling  stock,  poles  and  wires  of  the  grantee,  from 
which  taxes  and  assessments  the  grantee  is  hereby 
expressly  exempted.” 

This  was  virtually  the  first  Federal  regulation  of  Public  Utility 
Properties.  This  franchise  has  proven  very  satisfactory  to  the 
Government,  the  Public  and  to  the  Company,  and  has  solved  the 
perplexing  subject  of  taxation  and  eliminated  the  several  separate 
and  indefinite  taxes. 

The  taxing  systems  now  used  are  complicated,  divergent  and 
generally  unsatisfactory,  as  may  be  noted  from  the  following 
methods  now  in  practice : 

(a)  Taxation  on  the  physical  property — involving  great  diffi- 
culties, expense,  and  wide  variations,  depending  upon  the  basis 
of  the  appraisal  assumed. 

(b)  Taxation  on  the  market  value  of  stocks  and  bonds — 
which  vary  in  times  of  speculation  and  panic. 

(c)  Taxation  on  the  total  capitalization  at  par  of  stocks  and 
bonds — is  not  equitable  between  corporations  having  wide  varia- 
tion in  earnings. 

(d)  Taxation  on  the  franchise  value — is  variable  and  de- 
pendent upon  the  method  used. 

(e)  Taxation  on  the  valuation  of  properties  determined  by 
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net  earnings  capitalized — depends  entirely  upon  the  rate  or  per- 
centage assumed  in  capitalizing  the  earnings. 

(f)  Taxation  based  upon  a percentage  of  gross  or  net  earn- 
ings— is  equitable,  simple  and  easily  determined,  and  if  levied  in 
lieu  of  all  other  methods  of  taxation,  should  be  satisfactory  to 
every  interest  concerned. 

Corporations  and  investors  would  not  so  generally  object  to 
paying  taxes  if  a method  and  basis  were  adopted  that  would  be 
uniform  and  definite.  What  capital  fears  most  in  the  matter  of 
taxation  is  the  uncertainty  of  how  a corporation  will  be  treated 
by  the  Tax  Assessor  and  the  various  Taxing  Authorities.  It  is, 
' therefore,  to  the  advantage  of  the  public,  the  Government  and  the 

corporations  to  simplify  and  adopt  a uniform  method  for  taxa- 
tion, and  it  is  believed  that  a percentage  of  the  gross  or  net 
earnings  would  be  the  most  equitable  and  satisfactory. 

It  is  noted  in  the  report  of  the  Interstate  Commerce  Commis- 
sion that  the  annual  tax  on  steam  railroads  averages  over  io 
per  cent,  of  the  total  net  operating  revenue  on  steam  railways 
having  over  250  miles  in  their  systems  and  that  the  average  an- 
nual tax  is  considerably  higher  on  smaller  steam  railroads  aver- 
aging over  13  per  cent,  of  the  net  operating  revenue. 

It  is  reported  that  the  Minnesota  Railroads  are  taxed  on  gross 
earnings. 

If  the  value  of  a railroad,  for  purposes  of  taxation,  should  be 
determined  by  its  earning  power,  which  seems  reasonable,  why 
go  to  the  trouble  of  endeavoring  to  ascertain  a valuation  by  in- 
troducing the  variable  factor  of  the  rate  of  capitalizing  the  net 
earnings?  It  would  be  better  and  more  simple  to  tax  the  earning 
pow^r  direct  by  levying  a definite  percentage  of  the  earnings. 
This  plan  would  obviate  the  present  difficulties  and  discussions 
regarding  valuations  for  taxation. 

Tariff  Rates.  x 

Rates  basicly  considered  should  be  made  upon  the  value  of  the 
services  rendered. 

This  would  not  limit  the  earnings  of  a well  located  and  prop- 
erly developed  property  economically  managed  to  the  same  rate 
of  return  that  can  be  earned  by  a poorly  located  and  undeveloped 
property  operating  under  the  same  tariff  charges. 

Should  the  rate  of  return  on  a good  property  be  limited,  by 
* means  of  a reduction  in  tariff  charges  that  could  not  be  accepted 

by  the  poorer  property  without  manifest  great  injustice? 

The  reasonable  basis  would  be  to  permit  the  good  property, 
that  supplies  superior  service,  to  charge  relatively  higher  rates 
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between  the  same  terminal  points  which  would  throw  the  better 
or  higher  class  of  business  to  the  good  line  and  thus  permit  the 
poorer  line  to  receive  a larger  portion  of  the  total  business.  Such 
a plan  should  be  acceptable  to  both  properties  if  worked  out  on 
an  equitable  basis.  The  principle  of  equal  rates  for  equal  service 
would  remain,  but  would  be  supplemented  by  an  additional 
charge  for  quicker  and  more  convenient  service.  This  is  already 
partially  appreciated  in  the  matter  of  passenger  rates  and  service 
between  New  York  and  Chicago,  which  has  proven  more  satis- 
factory, to  both  the  poor  and  high  class  lines,  than  the  use  of 
equal  rates.  The  same  differences  might  also  be  applied  with 
good  results  to  certain  of  the  freight  tariffs. 

The  practice  of  permitting  higher  rates  to  be  charged  for  su- 
perior service  in  the  same  locality  is  applicable  to  every  mercan- 
tile and  industrial  business  and  is  equally  applicable  to  all  Pub- 
lic Service  Properties.  It  is  extremely  important  that  the  public 
as  well  as  the  railway  management  and  government  authorities 
recognize  this  basic  factor  of  rate  making,  viz.:  “The  value  of 
services  rendered,”  which  is  dependent  also  on  the  cost  of  giving 
the  services.  This  varies  with  the  locality  and  is  dependent  on 
the  local  costs,  on  the  density  of  the  traffic  and  on  the  class  of 
services  rendered. 

The  physical  cost  of  the  property  is  only  one  item  entering  into 
the  value  of  services  rendered.  Two  properties  costing  the  same 
amount  for  organization,  construction  and  development  may  show 
a difference  of  50  per  cent,  or  more  in  economic  operating  value 
and  therefore  the  physical  cost  of  the  property  can  not  be  made 
the  basis  for  rate  making. 

Senator  Bailey  is  reported  to  have  said  that  “a  reasonable  rate 
must  mean  one  which  affords  the  railway  just  compensation  for 
its  services.”  It  seems  therefore  axiomatic  that  the  first  question 
to  be  decided  is  the  rate  of  return  on  the  investment  which  must 
be  proportional  to  the  original  and  subsequent  risk. 

If  rates  are  regulated  to  limit  return  to  a nominal  amount  dur- 
ing prosperous  times,  who  will  guarantee  the  earnings  during 
periods  of  depression? 

It  has  been  suggested  that  the  physical  value,  less  depreciation, 
should  be  the  basis  for  rate  making,  under  which  conditions  a new 
railroad  would  be  entitled  to  charge  high  tariff  rates,  whereas 
an  older  property  considerably  depreciated  in  physical  value 
would  be  required  to  operate  at  considerably  reduced  rates,  in 
which  event  it  will  be  impossible  for  the  older  property  to  lay 
aside  surplus  for  renewals  and  replacements,  and  must  continue 
to  further  depreciate. 

On  consideration,  the  writer  believes  that  it  will  be  agreed  that 
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the  only  equitable  basis  for  rate  making  should  be  dependent 
upon  the  value  of  the  services  rendered. 

Government  Ownership — Government  Operation, 

When  the  individual  citizen  is  prepared  to  do  as  well  for  the 
Government  as  for  his  own  personal  gain,  we  may  then  expect  to 
get  economical  results  from  Government  ownership  and  operation. 
We  will  know  when  that  time  has  arrived  when  everyone  vol- 
untarily walks  up  to  the  tax  department  and  declares  every  penny 
of  taxable  property,  and  when  the  Customs  Inspectors  are  no 
longer  required  at  the  docks  of  incoming  steamers  carrying  re- 
turning American  Tourists.  Are  not  corporations,  as  a rule, 
fully  as  honest  as  the  individual? 

The  incentive  is  requisite  to  accomplish  results.  Co-operative 
employment  is  beginning  to  be  appreciated  and  its  future  possi- 
bilities, in  equalizing  the  result  of  intelligent  endeavor,  will  go 
far  towards  settling  the  present  unrest. 

Government  ownership  and  operation  is  now  practical  in  the 
few  cases  where  the  operating  details  are  simple,  and  involve  the 
employment  of  comparatively  few  men,  and  without  complex 
machinery  and  operations  not  requiring  a large  technical  staff, 
such  as  a city  water  works  or  sewerage  system,  where  the  inter- 
est on  the  investment  is  the  largest  item  of  continued  expense. 
But  for  the  operation  of  steam  and  electric  railways,  gas  and 
electric  lighting  or  similar  properties,  an  efficiently  organized 
corporation  can  produce  far  greater  and  more  economical  results 
than  can  be  secured  by  Government  operation.  Indeed,  it  has 
often  been  asserted  by  competent  economists  that  the  Postoffice 
Department  could  be  managed  much  more  economically  by  a 
corporation,  and  on  a basis  to  produce  a large  profit  instead  of 
the  present  deficit,  yet  other  considerations  such  as  security,  and 
fidelity  to  all  interests  alike,  make  it  inadvisable  to  even  suggest 
such  a change ; and  in  fact  the  extension  of  the  service  to  in- 
clude parcel  post  is  probably  advisable,  being  in  line  with  the 
general  demand  of  the  people  for  better  and  increased  facilities. 

The  Government  has  acknowledged  that  its  well  organized  and 
admirably  conducted  Naval  Department  can  not  build  war  ves- 
sels in  competition  with  private  yards,  and  Admiral  Richard 
Watt,  Chief  Constructor  of  the  Navy,  is  reported  to  have  stated 
before  the  House  Committee  on  Naval  Affairs,  recently,  that 
private  yards  could  build  vessels  at  a saving  of  at  least  25  per 
cent,  despite  the  fact  that  the  eight-hour  law  provision  affecting 
work  on  government  vessels  under  construction  in  private  yards 
has  increased  the  cost  of  such  work  to  private  contractors  21 
per  cent.  Admiral  Watt  cited  the  case  of  the  battleship  “New 
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York,”  for  which  bids  were  recently  solicited.  A private  ship- 
building company  offered  to  build  the  vessel  for  $5,900,000,  while 
the  Construction  Corps  of  the  Navy  estimated  that  it  would  cost 
at  least  $7,500,000  to  build  the  ship  in  the  Government  Navy 
Yard. 

Under  Government  operation  of  public  utilities,  jobbers  and 
shippers  would  be  the  first  to  object  to  the  high  cost  and  in- 
creased rates  that  would  be  necessary  under  Government  opera- 
tion. 

Government  ownership,  but  operated  by  private  corporations, 
is  probably  much  nearer  realization.  The  fact  that  interest 
charges,  on  funds  raised  from  the  sale  of  Government  securities, 
is  much  less  than  if  capital  is  obtained  privately,  is  a strong 
argument  in  favor  of  the  employment  of  government  funds  for 
the  construction  of  public  utilities  if  it  can  be  done  on  a safe  and 
reasonable  basis.  A satisfactory  instance  of  the  employment  of 
Municipal  funds  for  construction  and  ownership,  but  for  private 
operation,  is  that  undertaken  by  the  City  of  New  York  in  the 
construction  of  the  existing  subway  system  which  is  operated 
under  lease  by  the  Interborough  Company. 

Where  Government  bonds  are  sold  to  supply  funds  for  the  con- 
struction of  a public  utility,  the  purchaser  recognizes  that  the 
investment  is  safe  and  there  is  absolutely  no  risk.  The  interest 
is  certain  to  be  paid  on  the  day  stipulated,  whether  a profit  is 
earned  from  the  operation  or  not.  The  principal  is  also  secured, 
and  the  additional  fact  of  the  ready  marketability  of  the  se- 
curities is  a greatly  appreciated  feature,  for  an  investor  always 
considers  with  more  favor  a security  that  can  be  sold  without 
effort. 

The  employment  of  Government  funds  for  the  construction  of 
public  utilities  to  be  operated  by  private  corporations  is  possibly 
the  most  economical  plan  to  secure  the  construction  of  large  pub- 
lic utilities.  It  largely  eliminates  the  question  of  valuation  of  the 
property  as  affecting  the  corporation,  and  the  question  of  taxa- 
tion is  solved  by  fixing  certain  percentage  of  the  gross  or  net 
earnings,  as  is  recommended  by  the  writer  in  cases  of  private 
ownership.  However,  the  enormous  funds  required  and  the  addi- 
tional liability  that  would  be  incurred  by  the  Government — natur- 
ally depressing  the  credit  of  the  Government — makes  it  desirable 
for  the  continued  employment  of  private  capital  in  the  great  ma- 
jority of  public  utility  properties. 

Shippers. 

The  shippers  are  responsible  to  a very  large  degree  for  the 
conditions  that  are  now  regarded  as  unsatisfactory  as  to  tariff 
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rates  on  steam  railroads.  The  competition  between  cities,  and 
also  waged  by  jobbers  and  wholesalers  as  well  as  manufacturers, 
has  brought  about  differentials  in  rates  which  are  equivalent  to 
large  rebates. 

The  writer  believes  that  the  present  contentions  between  the 
public,  the  railroads  and  the  Government  commissions  would 
cease  if  it  were  not  for  the  strife  between  shippers  and  cities  to 
gain  advantages  between  themselves  on  rates. 

The  question  of  higher  tariff  rates  for  short  hauls,  than  for 
long  hauls,  has  resulted  in  dissatisfaction  to  the  public,  and 
justly  so,  but  on  consideration  it  will  be  seen  that  the  railroads 
are  not  responsible  for  this  condition.  It  has  been  brought 
about  by  cities  and  jobbers  at  distant  terminal  points  demanding 
and  requiring  discounts  and  rebates.  For  instance,  between 
Chicago  and  the  Pacific  Coast  Terminals,  the  rate  is  considerably 
less  than  from  Chicago  to  certain  intermediate  points,  and  the 
fact  is,  that  whether  these  differentials  are  right  or  wrong,  the 
jobber,  the  shippers  and  the  contention  between  cities  are  respon- 
sible for  the  higher  rates  being  charged  for  a short  haul  over  a 
long  haul. 

High  Cost  of  Living. 

The  high  cost  of  living,  including  the  necessities  of  life  as  well 
as  some  luxuries,  has  undoubtedly  added  to  public  discontent, 
and  looking  for  causes,  the  Public  Utility  Properties  have  been 
blamed  without  a proper  study  of  the  underlying  facts  and  con- 
ditions. It  will  be  interesting  if  capable  economists  will  investi- 
gate the  cost  of  food  products  and  manufactured  articles  covering 
the  necessities  of  life  from  the  farmer  (and  from  raw  materials') 
to  the  consumer. 

The  following  has  been  noted  from  data  published  in  the  year 
1910: 

The  Florida  farmer  receives  for  one  bushel  of  green 


beans $2  25 

The  Railroad  receives  for  an  800  mile  haul 50 


Total  cost  to  point  of  delivery $2  75 

CONSUMER  PAYS  6 40 

Leaving  for  the  middleman  and  retailer 3 65=57% 


of  the  total  selling  price,  whereas  the  farmer  receives  35  per  cent, 
of  the  selling  price  and  the  railroad  but  8 per  cent. 

In  the  item  of  eggs,  the  farmer  receives  an  average  price  of 
15  cents  per  dozen;  the  railroad  for  transportation  receives  2 
cents  per  dozen — the  total  price  to  point  of  delivery,  17  cents 
per  dozen.  Consumer  pays — average  price  30  cents  per  dozen, 
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leaving  for  the  middleman  and  the  retailer  13  cents  per  dozen, 
which  is  equal  to  43  per  cent,  of  the  selling  price — whereas  the 
farmer  receives  50  per  cent,  of  the  selling  price  and  the  railroad 
but  7 per  cent. 

Taking  rice  as  another  illustration,  the  farmer  receives  on  the 
average  2.\  cents  per  pound,  the  railroad  one-half  cent— total  cost 
to  point  of  delivery,  3 cents.  CONSUMER  PAYS  an  average 
of  10  cents  per  pound,  leaving  to  the  middleman  and  retailer  7 
cents  per  pound,  equal  to  60  per  cent  of  the  selling  price,  whereas 
the  farmer  receives  but  25  per  cent  and  the  railway  15  per  cent. 
If  the  farmer  were  paid  3^  cents  instead  of  2.\  cents  per  pound 
and  the  railway  the  same  as  at  present — one-half  cent  per  pound — 
the  total  cost  to  the  point  of  delivery  would  be  but  4 cents,  and 
if  the  middleman  and  retailer  added  25  per  cent,  to  the  cost, 
equivalent  to  1 cent  per  pound,  the  consumer  would  have  to  pay 
but  5 cents  a pound,  or  only  50  per  cent,  of  the  present  average 
price  and  on  this  basis  the  farmer  would  receive  an  increase  of 
40  per  cent,  but  the  profit  to  the  middleman  and  dealer  would  be 
reduced  from  7 cents  per  pound  (2^  times  the  total  amount  re- 
ceived by  the  farmer  and  railroad)  to  1 cent  per  pound,  equiva- 
lent to  25  per  cent,  of  the  total  amount  to  be  received  by  the 
farmer  and  the  railroad  after  increasing  the  compensation  to  the 
farmer  by  40  per  cent. 

During  the  recent  rate  proceedings  instituted  by  the  shippers 
against  the  railroads,  it  was  shown  that  a fair  example  of  the 
proposed  increase  in  rates  would  be  equivalent  to  i£  cents  on  a 
pair  of  shoes,  yet  it  was  intimated  that  this  increase  would 
probably  amount  to  25  cents  per  pair  of  shoes  to  the  consumer, 
which  illustrates  conclusively  that  railroad  rates  are  not  respon- 
sible in  any  appreciable  degree  for  the  present  high  cost  of 
living. 


Regulation. 

In  this  connection,  I desire  to  quote  from  a speech  by  Martin 
A.  Knapp,  then  chairman  of  the  Interstate  Commerce  Commis- 
sion, at  a banquet  given  in  the  city^  of  New  York,  November  22, 
1910  (From  N.  Y.  Sun,  November  23,  1910)  : 

"That  the  compulsion  of  competition  among  the  carriers  is  an 
unwise  and  mistaken  policy  I am  persuaded.  It  is  out  of  the 
question  to  have  the  presence  of  competition  and  the  absence  of 
discrimination.  Just  so  long  as  competition  between  carriers  is 
unrestrained,  just  so  long  will  it  result  in  policies  which  are  dan- 
gerous, for  to  compete  is  to  discriminate.  It  is  a fallacy  to  con- 
demn discrimination  and  at  the  same  time  to  insist  upon  the  very 
policy  which  promotes  it.  * * * 
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“I  am  not  sure  that  the  Government  regulations  of  railroads 
has  passed  the  stage  of  experiment.  I can  see  many  elements  of 
doubt.  There  is  always  the  intense  friction  of  commercial  rivalry 
and  over  all  is  the  sinister  shadow  of  party  politics  and  ambi- 
tions. 

If  our  country  is  to  grow  and  prosper  as  it  ought,  if  its  untold 
resources  are  to  be  developed  and  its  swelling  numbers  find 
profitable  employment,  we  need  and  must  have  railway  earnings 

> sufficient  for  three  things  : 

First.  A return  on  railway  investments  of  such  amount  and 

7 so  well  assured  as  to  attract  and  secure  the  necessary  capital — 

an  enormous  sum  in  the  aggregate — to  improve  existing  roads 
and  to  construct  without  delay  thousands  of  miles  of  new  lines 
in  fruitful  districts  now  destitute  of  any  means  of  transportation. 

Second.  The  payment  of  liberal  wages  to  an  adequate  number 
of  competent  men.  This  not  only  to  insure  increasing  skill  and 
reliability  in  a service  which  is  all  the  while  becoming  more  ex- 
acting and  on  which  the  safety  and  comfort  of  the  public  con- 
stantly depends,  but  also  because  of  the  very  great  influence  of 
railway  wages  upon  the  compensation  of  labor  in  every  sphere 
and  grade  of  private  employment. 

Third.  The  betterment  of  existing  lines  so  as  to  greatly  aug- 
ment their  serviceableness  to  the  public,  as  can  in  varying  degrees 
be  done  everywhere,  without  unnecessary  and  undesirable  in- 
crease in  capitalization.  Every  dollar  borrowed  to  improve  a 
road  now  in  operation  involves  a permanent  addition  to  the  in- 
terest charge  which  the  public  is  required  to  pay;  the  improve- 
ment from  current  earnings  puts  no  lien  upon  the  property,  but 
rather  augments  its  value  and  usefulness,  and  by  adding  to  the 
security  of  the  capital  already  invested  tends  to  a lower  rate  of 
interest  upon  that  capital.” 

The  general  question  of  regulation  has  not  been  sufficiently 
well  considered  by  the  public  at  large,  but  it  is  earnestly  hoped 
that  everyone  will  take  the  time  and  interest  to  get  at  the  basis 

> and  truth  of  the  entire  question. 

In  Europe,  where  the  question  is  not  a new  one,  the  general 
laws  on  regulation  do  not  attempt  to  fix  or  regulate  maximum 
prices , but  rather  do  they  regulate  unfair  competition,  believing 
as  they  do,  and  which  has  been  proven  also  in  this  country,  that 
unrestrained  competition  with  its  cutting  of  rates  brings  disaster 
j and  conditions  that  unsettle  all  classes  of  business.  Therefore  it 

is  incumbent  upon  all  to  assist  in  bringing  about  the  right  kind  of 
sane  and  safe  Government  regulation,  otherwise  there  may  be  no 
avoidance  of  adopting  Government  ownership  for  which  we,  as 
a new  and  progressive  people,  are  not  adapted  and  will  not  be 
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until  individual  interest,  endeavor  and  effort,  has  reached  its 
ultimate,  and  we  are  all  then  ready  to  rest,  without  ambition  or 
interests,  and  ask  the  Government  to  step  in  and  operate  our  rail- 
roads, our  industrials  and,  finally,  our  homes. 

The  best  regulation  would  be  to  require : 

1.  Adequate  service  for  the  conditions  and  the  locality,  hav- 
ing regard  for  the  cost  of  rendering  additional  and  improved 
service. 

2.  Publicity  regarding  the  stock  and  bond  .issues. 

3.  Publicity  as  to  earnings,  expenses,  taxes,  depreciation  and 
sinking  fund,  segregated  as  to  divisions  between  main  line, 
branches  and  the  underlying  properties. 

4.  Regulation  as  to  unfair  or  unequal  competition  and  of 
minimum  rates  or  rebates. 

5.  Regulation  of  uneconomical  differential  rates  resulting 
from  competition  between  cities,  shippers,  jobbers  and  whole- 
salers— which  differentials  are  now  equivalent  to  rebates. 

6.  Limitation  of  bond  issue  to  a fair  cost  of  the  organization, 
construction  and  development.  Authorizing  the  issue  of  common 
shares  to  an  appropriate  amount  but  without  any  indication  of 
par  value  attached. 

7.  Regulation  of  the  granting  of  charters  and  articles  of  incor- 
poration, particularly  on  the  question  of  authorizing  competing 
unnecessary  properties. 

8.  Directors  to  give  more  time  and  attention  to  management, 
holding  them  responsible,  and  compensating  them  better  by  par- 
ticipation in  the  net  earnings. 

Conclusions. 

There  is,  unfortunately,  a lack  of  analytical  knowledge  on  exist- 
ing properties  as  to  the  real  investment,  accumulated  deficits, 
actual  depreciation,  betterments  and  extensions  made  from  earn- 
ings— or  perhaps  never  earned  and  covered  by  additional  capital, 
the  real  cost  of  the  development  of  traffic,  the  appreciation  of 
rights  of  way  and  terminal  facilities,  the  question  of  obsoles- 
cence and  rapid  advancement  in  the  arts  and  methods  involving 
great  expense  to  the  corporation,  the  determining  of  the  original 
and  subsequent  risks  on  capital  invested,  the  rights  and  facilities 
expected  by  the  public,  the  services  actually  rendered  by  the 
company  and  the  cost  thereof,  the  question  of  improving  the 
service  and  the  increased  or  decreased  cost  thereof,  also  other 
relevant  matters,  all  of  which  have,  in  whole  or  in  part,  im- 
portant bearing  upon  the  difficulties  confronting  the  equitable 
settlement  of  the  general  questions  now  being  dealt  with  by  the 
various  Government  Commissions. 


' *r> 


C . G .Yothstg 

Engineering,  Construction 
Sixty 'Wail  Street,  New  York 


Examinations  and  Reports  tor  Financing 


Telephone, 108  John 
Cable  Address 
“Youngbng” 


January  18t  1911 


Dear  Sir: 


I am  sending  you  herewith  with  my  compliments 
an  advance  copy  of  a paper  entitled  "LOGICAL 
BASIS  FOR  VALUATION  OF  INTERURBAN  STREET  RAIL- 
WAYS," which  I am  to  read  before  the  Central 
Electric  Railway  Association, 


ARTHUR  T.  HADLEY,  Esq., 

Senate  Office  Building, 
Washington,  D.  C. 
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It  is  extremely  important  to  public  utility  corporations  that 
they  study  and  analyze  the  creation  and  development  of  their 
properties,  and  prepare'  comprehensive  and  complete  schedules 
showing  the  valuations,  both  physical  and  otherwise  on  an 
equitable  and  logically  correct  basis,  also  analyze  the  questions 
of  the  service  rendered  and  the  costs  of  operation  and  thus  be 
prepared  to  demonstrate  the  true  and  correct  position  of  the  com- 
pany. In  some  cases,  such  an  analysis  may  suggest  changes  one 
way  or  the  other  in  the  capitalization,  management  or  tariff 
rates,  and  the  information  would  not  only  be  valuable  to  the 
corporation,  but  would  also  enable  the  Public  Service  Commis-, 
sions  to  arrive  at  more  correct  conclusions  regarding  the  position 
of  the  company. 

Intelligent  and  adequate  publicity  would  be  of  the  greatest  aid 
to  the  Corporations  as  well  as  to  the  public  and  the  Government 
Commissions,  for  it  is  proper  that  the  public  and  investors  be 
correctly  informed  as  to  the  actual  condition  and  position  of  the 
company,  including  economy  of  operation  and  costs  of  improved 
services  demanded  as  affecting  tariff  rates,  and  it  would  unques- 
tionably be  to  the  advantage  of  the  Corporations  to  adopt,  wher- 
ever practicable,  applications  of  scientific  management  and  effi- 
cient engineering. 

It  is  important  to  the  public  that  nothing  be  done  to  destroy, 
or  take  away,  the  incentive  for  a reasonable  return  or  profit  com- 
mensurate with  the  original  and  subsequent  investment  risk. 

THE  LOGICAL  BASIS  FOR  VALUATIONS  and  for  a com- 
plete and  intelligent  understanding  of  a property  should  cover  in 
sequence : 

(a)  The  fair  rate  of  return  or  profit  commensurate  with  the 
original  and  subsequent  risks. 

(b)  The  total  cost  of  organization,  construction  and  develop- 
ment of  the  property,  less  depreciation  and  plus  appreciation. 

(c)  An  analysis  of  operating  expenses,  depreciation  and 
obsolescence. 

(d)  The  question  of  taxation — method,  or  basis,  and  amount. 

(e)  The  fixed  charges — interest  on  bonds  and  other  indebted- 
ness. 

(f)  Amortization  and  surplus — based  on  present,  also  probable 
future  requirements. 

(g)  Final  determination  of  tariff  rates,  to  be  based  principally 
on  value  (including  costs)  of  services  rendered. 

It  would  be  highly  advisable  if  a uniform  method  of  taxation 
could  be  adopted,  to  be  based  on  a percentage  of  the  gross  or  net 
earnings. 


Bonds  should  not  be  issued  in  excess  of  the  cost  of  producing 
the  property  from  the  proceeds  of  their  sale,  and  to  be  further 
limited  to  an  amount  during  the  development  period,  on  which 
the  net  earnings  will  pay  the  interest  charges  and  depreciation. 

Preferred  Stock  to  be  issued  to  cover  the  cost  of  producing  the 
property  if  not  covered  by  the  bonds. 

Common  Shares  to  be  issued  in  any  reasonable  amount  desired 
by  the  corporation,  but  without  indication  thereon  of  any  par 
value. 

Regulation  by  Commission  of  minimum  tariff  rates  to  prevent 
destructive  competition  or  rebates. 


